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October 21, 2008 

DOL Issues Final Regulations Under ERISA Cross Trade Exemption 
 
On October 7, 2008, the U.S. Department of Labor (“DOL”) published final regulations, mandated by the 
Pension Protection Act of 2006 (“PPA”), to implement the new statutory exemption for cross trades of 
securities involving large ERISA-governed employee benefit plans.  The final regulations largely adopt the 
provisions of the interim rule published in February 2007.   
 
Background 
 
The treatment of cross trades under ERISA has long been problematic.  These transactions provide 
efficiencies that often can be beneficial to ERISA plans.  Where an investment adviser or manager has 
discretion with respect to both of the client accounts involved in a cross trade, however, DOL’s view is 
that a cross trade gives rise to an ERISA §406(b)(2)-prohibited transaction — essentially, a conflict of 
interest — inasmuch as the adviser or manager is “representing” both sides of the transaction.  Prior to 
the PPA, securities firms and DOL struggled to find a mutually acceptable solution for this concern: 
 
� PTE 86-128, addressing certain conflicts of interest in securities transactions, permits a broker-dealer 

or other plan fiduciary to receive reasonable compensation from another party for effecting an agency 
cross transaction involving a plan, but only where the fiduciary provides advice and/or management to 
one side of the transaction. 

 
� At least at one point, there was some practice of running cross trades through an unrelated broker-

dealer in an effort to avoid a prohibited transaction.  DOL’s position was that this approach was 
ineffective to eliminate the conflict, at least where the netting of the purchase and sale was 
prearranged.  DOL actively pursued enforcement actions against several securities managers.  It also 
granted limited individual exemptions to a small number of financial institutions. 

 
� DOL ultimately granted a class exemption — PTE 2002-12 — limited to passive cross trades for index- 

and model-driven funds.  The conditions of PTE 2002-12 are similar to those approved in the individual 
exemptions.  

 
� DOL gave further consideration to but, to date, has declined to expand the scope of that relief to other 

circumstances where the manager has investment discretion for both sides of the transaction. 
 
In the PPA, Congress attempted to bring some resolution to the regulation of cross trades by enacting 
new ERISA §408(b)(19), which generally allows an investment manager to effect cash purchases and 
sales of securities for which market quotations are readily available, between large plans and another 
account under management by the investment manager, subject to certain conditions.  This exemption 
thus is somewhat more liberal in scope than DOL’s exemptions.   
 
Under the PPA, DOL was instructed to consult with the SEC and issue regulations on certain conditions 
of §408(b)(19) — specifically, the content of required cross trade policies and procedures — within 180 
days of enactment.  DOL issued an interim rule on February 12, 2007, that took effect on April 13, 2007.  
The final regulation substantially follows the interim rule, with limited refinements.  The preamble to the 
final regulation also addresses several other conditions of the exemption, outside the scope of the 
regulation, on which DOL received public commentary. 
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Cross Trading Exemption as Explicated in the Final Regulations 
 
As specified in the final regulation and explained in the preamble, the cross trade exemption provided by 
§408(b)(19) generally operates as follows: 
 
� The exemption applies to cross trades between a plan (or a master trust for plans of related 

employers) with at least $100 million in assets and any other account managed by the same 
investment manager. 

 
� “Investment manager” is defined by reference to the technical ERISA definition in §3(38).  The 

same “investment manager” entity (including different portfolio managers employed by the same 
entity) must be managing both accounts; DOL declined to extend the scope of the exemption to 
cover cross trades between accounts managed by an investment manager and an affiliate of the 
manager, but offered that there would be no §406(b)(2) prohibited transaction in these 
circumstances unless there was an agreement or understanding to favor one managed account 
over the other in the cross trade. 

 
� DOL did not adopt commentary suggesting various modifications of the minimum asset 

requirement for plans investing in pooled investment vehicles, with the result that only pooled 
vehicles comprised solely of plans with at least $100 million in assets can rely on §408(b)(19).  

 
� DOL did accept a suggestion that plan asset size be verified at initial participation in the cross 

trade program and annually (rather than quarterly) thereafter. 
 
� The transaction must be a purchase or sale for no consideration other than a cash payment against 

prompt delivery of a security for which market quotations are readily available. 
 
� The transaction must be priced at the independent “current market price” within the meaning of SEC 

Rule 17a-7(b) under the Investment Company Act of 1940, as amended (“1940 Act”). 
 
� No brokerage, commission or fees (other than “customary transfer fees” disclosed in the written 

policies and procedures described below) may be charged for the transaction. 
 
� The investment manager (i) must adopt written policies and procedures that are fair and equitable to all 

accounts, (ii) must include a description of policies and procedures for pricing and for allocating cross-
trades among accounts in an objective and equitable manner, and (iii) must effect cross trades in 
accordance with those policies and procedures.   

 
� The policies and procedures must be sufficiently detailed to facilitate the periodic compliance 

review and determination described below, and must address, inter alia, (i) the criteria applied in 
determining that a cross trade is beneficial to both accounts; (ii) how the manager will determine 
“current market price,” including the identity of sources used to establish that price, in sufficient 
detail to permit the compliance review described below; (iii) procedures for ensuring compliance 
with the minimum asset size requirement; and (iv) the allocation method(s) available to and used 
by the manager to ensure an objective allocation among accounts participating in the program.  
(In the preamble to the interim regulation, DOL noted existing pro rata or queue systems and 
suggested there may be a number of objective allocation methods appropriate for this purpose.)  
A statement to the effect that the §408(b)(19) exemption includes several conditions in addition to 
the policies and procedures requirement must also be included. 
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� In the preamble, DOL declined to conform these disclosures to those required under Rule 17a-7, 

on either a definitive or a safe harbor basis.  This position creates potential complexities for 
managers who execute cross trades for both ERISA plans and mutual funds. 

 
� In a refinement from the interim rule, the final regulation requires the policies and procedures to 

contain a statement regarding the manager’s conflicting loyalties (which DOL recharacterized as 
“inherent” rather than “potential”) and responsibilities to the parties to a cross trade, and a 
description of how the manager will mitigate those conflicts. 

 
� DOL declined suggestions to prescribe detailed specifications for the form and format of the 

disclosure, other than that it be clear, concise and calculated to be understandable by authorizing 
plan fiduciaries. 

 
� The investment manager must, in advance, provide to a fiduciary (other than the manager or an 

affiliate) for each plan participating in cross trades a disclosure regarding the conditions on which the 
cross trades take place, including the written policies and procedures noted above. 

 
� Under the regulations, this disclosure must be in a document separate from any other document 

or disclosure involving the investment management relationship. 
 
� That plan fiduciary must authorize, in advance and also in a separate document and after receipt of 

those disclosures, the investment manager to engage in cross trades at the manager’s discretion. 
 

� The plan fiduciary must receive quarterly reports detailing cross trading activities. 
 

� The report must contain detailed disclosures of all cross trades executed by the manager during 
the quarter, including the parties involved in each cross trade.  DOL declined to relax the statutory 
requirements for this report. 

 
� The investment manager cannot base its fee schedule or other services on a plan’s consent to cross 

trading, but the investment manager can pass on to a consenting plan investment opportunities and 
cost savings available through cross trades. 

 
� The investment manager must designate an individual (a compliance officer) (i) to periodically monitor 

compliance with its policies and procedures, and (ii) to issue an annual report (within 90 days of year 
end), under penalties of perjury, to the authorizing fiduciary describing the review, the level of 
compliance and any specific instances of non-compliance. 

 
At least initially, many securities firms were highly skeptical about making use of §408(b)(19).  There 
are significant practical challenges in validating, in the specified review, compliance with every 
condition of the exemption (particularly the pricing requirement, and particularly for fixed income 
investments) for every individual cross trade.  These challenges, coupled with the requirement that the 
specified report be provided under penalties of perjury, make use of §408(b)(19) problematic even for a 
cross trading program that is in all respects designed and operated in overall compliance with the 
exemption.  Accordingly, the utility of the exemption may depend significantly on the practicability of 
this requirement. 
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� The identity and qualifications of the compliance officer must be disclosed in the written policies 
and procedures.  DOL judged, probably incorrectly in most circumstances, that such information 
could be material to a plan’s decision to participate in the manager’s cross trade program.  
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Accordingly, as the identity of the compliance officer changes, the manager’s written policies and 
procedures will have to be revised.  The regulation does not address if and when the disclosures 
required by the exemption must be amended and perhaps recirculated in the event of a material 
change, although the regulatory impact statement in the preambles to both the interim and final 
regulation suggest that might be required. 

 
� The compliance officer may delegate his or her responsibilities to others but remains ultimately 

responsible for the compliance review under penalties of perjury. 
 

� The compliance officer’s review may be limited to compliance with the manager’s written policies 
and procedures, rather than compliance with every condition of the exemption.  The scope of the 
review is to be reflected in those policies and procedures, as well as in the report. 

 
� In potentially helpful comments, DOL observed that nothing in the rule prohibits the compliance 

officer from basing his or her review on an appropriate sampling of cross trades, provided the 
sampling methodology is disclosed in the manager’s policies and procedures. 

 
� DOL rejected a commentator’s suggestion that the compensation paid to the compliance officer 

not be materially affected by any cross trades. 
 

� DOL also declined to equate this function with the role of the chief compliance officer under Rule 
38a-1 of the 1940 Act. 

 
� The annual report must include notification of the plan’s right to terminate participation in the 

manager’s cross trade program at any time.  There is no explanation of how the termination right 
is intended to apply to plan invested in a pooled fund that makes use of §408(b)(19). 

 
DOL stated that individual instances of compliance with the exemption, which are to be reflected in the 
compliance officer’s report, would not alone render the exemption inapplicable to other cross trades that 
meet all the requirements of §408(b)(19). 
 
The final regulation is effective as of February 4, 2009.  A manager that obtained a fiduciary’s 
authorization to a cross trading program prior to the effective date but based on compliance with the 
interim regulation is not required to obtain a re-authorization following disclosures that reflect the final 
regulation. 
 
 
 
 

�     �     � 
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Please contact any of the following members of our Employee Benefits and Executive Compensation 
practice if you have any questions regarding this development:  

 
George H. Bostick   202.383.0127  george.bostick@sutherland.com  
Daniel M. Buchner   202.383.0869  daniel.buchner@sutherland.com  
Adam B. Cohen   202.383.0167  adam.cohen@sutherland.com
Jamey A. Medlin  404.853.8198  jamey.medlin@sutherland.com
Alice Murtos    404.853.8410   alice.murtos@sutherland.com  
Joanna G. Myers  202.383.0237  joanna.myers@sutherland.com
Robert J. Neis    404.853.8270   robert.neis@sutherland.com  
Vanessa A. Scott  202.383.0215  vanessa.scott@sutherland.com  
W. Mark Smith    202.383.0221   mark.smith@sutherland.com  
William J. Walderman   202.383.0243   william.walderman@sutherland.com  
Carol A. Weiser   202.383.0728   carol.weiser@sutherland.com  
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